
IIDOPUC'fIOI

Earlier this year. Godvins .ubaitted a report to the United States Telephone

Auociation (USTA) analyzing the illlp&ct of SFAS 106 on the GNP-PI, and, in

particular, the extent to which the GNP-PI will reflect the increase in costs

experienced by the Price Cap LEes as a result of adopting the new accounting

standard. 111is report vas placed on the record vith the FCC in Bell Atlantic's

Tariff Trans.ittal filed on February 28, 1992 (Trans.itta1 No. 497) and vas also

included in U. S. West's Tariff Trans.ittal filed on April 3, 1992 (Trans.ittal No.

246).

In their filines with the FCC, .everal or&&nizations took exception to the

findings of that report. In particular, AT&T, KCI and the Ad Hoc

Teleco-.mications Users C~ittee raised .everal objections with regard to

varioua aspect. of the study. 111e USTA ha...ked Godvins to provide a detailed

re.ponse to each of those objections.

111e purpose of this Suppl..ntal laport is to provide the USTA with those

response.. We have or.-nized our re.ponaes into thr.e .ections, corre.ponding

to the three diff.rent type. of objections rai••d.

While the objections rai••d wer. ~roua, thi...terial vill de~nstrate that

none of the objections rai.ed .bou1d cause th. C~i••ion to have any doubt.

regarding the soundness of the study, or the validity of the results.

laspectfully Subaitted,

'eter J. Neuwirth, F. S .A., K.A.A.A.

CL-dtf?¥
Andrev B. Abel, Ph.D.
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SleTIOR I

"'P9'R TO QBJICTIOn ue"pIIG nmtU, smy

A. D.fipitLpp of Dqghl. Cggpt

There wer. two objection. rai.ed with re.pect to the -.nner in which w. defined

the pot.ntial sourc.. of double countinl and what sort of analysis would be

required to eU.-inat. any double countinl in det.mininl the portion of the LECs'

SFAS 106 co.ts that should qualify for .xol'nous tr.atment.

4"''1 CqpttpCiF •
(Pal's 6 and 7)

...,... -

11Th. LIC'. have faU.d to deIIonstrat. that the C~is.ion's
third crit.ria is Mt. To the contrary, the LEC.' r.que.t. for
.xol'nous tr.ac.ent app.ar to r.fl.ct c.rtain OPII co.t. that
will b. r.fl.ct.d in the GIl·PI .... The double count occur.
b.caus. (i) the GIl-PI coapOMnt of the PCI will incr......
all fira8 with OPII liabiliti.. r.fl.ct tho.. co.t. throusb
hip.r pric•• , and (11) the SFAS 106 accrual calculation
incluM. the pr•••nt value of future inflation. If the SFAS
106 accrual is afforded .xol'nous tr.ac.ent, the 8IIO\mt of the
accrual will be incr....d autOll&tically in future p.riods clue
to arowtb in inflation apr••••d by the GNP-PI cc.ponent of
PCI .** Ther.for., if inflation is incluMd in both the
.xol'1IOUS co.t cc.ponent and GRP-PI, an LEe would b.
cc.peuat.d twic.. Althoup the LlC. r.copiz. this probl.a,
no carri.r has _t it. burden of shovinl that it h..
• ff.ctiv.ly r • .uved this double count.·

AT.T'. de.cription of what it con.iders the sourc. of

pot.ntial double countiftl in the LEC.' r.que.t for exol'noua

treac.ent for incr....d co.t. clua to SFAS 106 deaonstrates

.... confusion .. to both the double count probl.. and the

Godrins Report. Es••ntially AT.T sug••ta that double

countiftl ..y ari•• froa two ••parat••ourc•• :

(1) Incr..... in the PCI clua to incr..... in the GRP·PI

caus.d by IIfira8 with OPliliabUitie. refl.ct(inl) those

co.t. throup high.r pric••. •

-1·
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(2) Auto..tic incr••••• in the .xog.nously tr••t.d portion of

SFAS 106 accrual "due to growth in inflation expressed by

the GNP-PI component of PCI."

The first source of potenti.l double count, while a v.lid

conc.rn, is Dr.ch.ly th. f.ctor th.t the Goclwins R.port

dir.ctly .nel thoroughly .dclr•••••. Th. first par.graph of p.ge

1 of th. Goclwins R.port .xplicitly st.te. this a. the prillary

obj.ctiv. of the .tudy. U will b. s••n in the re.pons.. to

sp.cific critici... of the Goclwins Report, no r.spondent hal

r.h.el .ny is.ue which, upon .crutiny, c..t. eloubt on .ny of

the b..ic fineling. of the .tudy. Therefore, the Cc.ai..ion

shoulel .cc.pt the Report's conclusions that (.) this .ourc. of

double count .ccount. for 0.7' of the incr.... in cost•

• ttributabl. to SFAS 106, (b) anoth.r 14.5' of the incr••••

will b. r.cov.r.el throush • r.duction in the national w.g.

r.t., and (c) the r ...inins 84.8' of .uch incr•••• in costs

will r ...in unr.cover.el unl... .xog.nous tr.ae.ent i. grant.el

on thh UIOUIlt.

Th. s.cond .ll•••el .ourc. of double counting st.ply do••n't

exist, and 18 the r ••ult of ccmfuaion ov.r .xactly what the

LIC••r. r.qua.tins. Whil. it 18 true that the SFAS 106

.xpens. calculation include. the pr•••nt v.lue of future

inflation, and that the .xpens. calcul.t.el under SFAS 106 can

b. .xpect.el to incr.... .ach y••r .t .~thing clo.. to the

rat. of infl.tion, SPAS 106 e'PIpI' 1. ngt what the tIC. ar.

r....;191 MPUP9'M tr"r-At op• It 18 the ipc;r.y. in

• xpens. clue to the SPAS 106 assoup;ig shag. that should be

affordeel .xog.nous tr••e..nt. Thi. is an ab.olut.ly critic.l

eli.tinction which 18 m•••d by AT&T. Retir....dic.l plans

were .ponsor.el by fir.a b.for. and .ft.r SFAS 106 w.. i ••ueel.

It is only the .ccounting for tho•• plana th.t h.. changed,

and it 18 the incr.... in co.ts ...ociat.el with thi. change in

accounting that 1IUIt b. .v.luat.d.

-2-
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MCI Cont'Jlticm ­
(Page 30)

"'POP" -

"If on. were to include SFAS 106 co.ts through exogenous
tr••c.ent, the r.v.nues r ••ultinl fro. the iner•••• in the
pric. c.p index to account for th... co.t. would also
iner•••• e.ch ye.r by the GNP-PI. as adjust.d for the
productivity factor. Th. probl•• is th.t SFAS 106 co.ts
h.ve alr••dy b••n adjusted for future inflation...Th.r.for••
th. impact of ••dical c.r. cost inflation has alr••dy been
count.d. As such the aaount off.r.d by the LEC's has b••n
inflat.d to r.fl.ct future ..dic.l COltl. To include the.e
co.t. 'Iain within the price c.p formula through exogenous
tr••tMnt, and tr.at the. by th. full aaount of GNP-PI which
baa _dic.l infl.tion •••dded as w.ll is tantaaount to
double countina the ..dic.l c.r. infl.tion rate."

This cont.ntion is virtually identical to the s.cond

".aurc." of double countinl outlined by AT&T on P'I' 7 of

itl filina vith the C~••ion. R.ath.r than r.p••t our

r ••pons. to that cont.ntion, w. would just point out that,

lib AT&T, !tel..... to have f.il.d to gra.p the point that

the LlC. ar. not ••kinl for .xol'nous tr••Cllnt on the SPAS

106 .xp.ns.. r.th.r th.y .r. ..kina for exog.nous tr••tMnt

on that portion of the ipsr.y. iJl 'peM' due to th.

aancIat.d .ecountina ehanl' • which vill not .lre.dy b,

r.n.et.d in GNP-PI iner..... cIUl.d by that accguntiJll

sbapl··
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B. Amidl»c, of POP_i. Ccnap,t

Two respondents sugested "better" ways of detemining the extent of the double

count proble., and therefore "better" ways of detemining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT.or Cqpttpdpq, ­
(pp. 13 - 14)

"omeN -

" ....The Coaaiasion should require the LEC' a to use an
alternative that i. both a .~ler and more r.liabl. ..ana
for corr.ctina the double count. AT&T aUII••ts that the
appropriate _thod for r'lIOVina the double count betw••n the
srAS 106 accrual and the GltP-PI t.ra in the pric. cap
fozwula is to rlllOV. the ~act of .xp.ct.d chang.s in GNP­
PI fra the SFAS 106 accrual. This can b. accollpUsh.d in
a .trailbtforvard lI&IID.r by r.quirina the LEe's to .ubtract
the .xpect.d rat. of chaftl. of GlfP-PI fro. the h.alth car.
inflation coaponent in the SFAS 106 accrual. Th. Coaaission
should sp.cify the chang.s in GNP-Plover the SFAS 106
for.c..t p.riod. Curr.nt ••t1aat.s is (sic) that GNP-PI
will incr.... approxiaat.ly 4, ov.r the long tera."

Tbat AT&T should sug••t .uch an illogical and .rroneous

·.olution· to the double count probl.. is indicativ. of a

failure to understand the true .ourc. of any potential

double countina. As discus••d .arli.r, pot.ntial double

countina is not r.lat.d to the fact that SFAS 106 cost. are

calculat.d by di.countina future _dical inflation back to

the pr•••nt. As discus••d on page 2 of this mat.rial,

double countina will only aris. to the ext.nt that the

incr....d costs cOllPani•• will b.ar, as a result of the

chaftl. in accountina _thocl r.quir.d by SFAS 106, will also

caua. an incr.... in GNP-PI.

Tbe fact that the AT&T ·solution· dot. not aclc1r••s the true

.ourc. of pot.ntial double countilll i. illustrat.d in the

follovilll 'XMlpl.. wher. the AT&T .olution is shown to

procluc. an identical .xog.nous adjustaent in two factually

diff.r.nt circUlUt&llC'•• wh.r. logic would dictate diff.rent

.xog.nous adjustaent. b. appli.d.
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In the second footnote on page 13 of its filing, AT&T

e.tt-Ate. that it. "solution" of allowing exogenous

tre.tment for SFAS 106 accruals, c.lculated using a medical

tr.nd r.t. 4' low.r than the actual rat. us.d by the LECs

for th.ir financi.l st.t...nts, might r.sult in

approximat.ly 55' of • giv.n LEC's actual SFAS 106 accrual

b.ing afforded exog.nous tr.ataent. Now let us consider two

hypoth.tic.l sc.nario.:

(1) !very U.S. fira, LlCs and non-LIC. aUke, have

identic.l deaop'.phic makeup. and provide identic.l

r.tir.. ..dic.l b.nefits. Thus, in this c••• ,

pr••u.ably .very U.S. fira would .xp.rienc. the ....

incr.... in labor co.t. due to SFAS 106. In adclition,

under this .c.nario, it is ...u.ed that all labor cost

incr..... ...oci.t.d with SFAS 106 are coapl.t.ly

r.fl.ct.d in the GNP-PI, .. coapanie. rais. th.ir

pric•• to r.cov.r tho•• co.t•.

(2) The LIC. are the mu.x fima .ubj.ct to SFAS 106, and/or

the additional co.t. due to the .doption of SFAS 106

co.ta .r. nev.r r.fl.ct.d in the GlfP-PI.

In the fir.t .c.nario, it is obvious that the incr••••d

labor co.t. due to SlAS 106 .xp.ri.nc.d by the LlC. would b.

fully aDd cOllPl.t.ly r.flected in the GNP·PI (the Godvins

bport, of cour•• , deaonstr.te. that this hypothetical

.ituation doe. not .xist), and thus no exog.nous adjustment

would be r.quir.d. In fact, in thi. hypoth.tic.l .cenario,

providing any .xol.nous .djustment would r ••ult in a

ca.pl.te double count. Y.t in this circwutanc:., the AT&T

approach of .llowing r.cov.ry of SFAS 106 co.ts, c.lcul.ted

using a lover trend r.t. (..dic.l infl.tion minus 4\),

would, .. not.d .bove, r ••ult in allowing exog.nous

tre.c.ent on 55' of SFAS 106 .ccrual•.

-5-___________________~ns----



.1 <!mS_i. ­
(P... 31)

".poue -

Conv.rsely, under the s.eond scenario, the LEC. should

ree.iv. an exocenou. adju.tllent equal to 100' of th.ir

iner••••d co.ts due to SFAS 106, b.caus. the double count

probl•• siJlply wouldn't .xist. Y.t in this circwutanc. as

w.ll, the AT&T .ppro.eh would allow an exoc.nous adju.tJlent

for the .... SSt of SFAS 106 accruals as before. This is

el.arly an illogical r.sult.

One can th.r.for. s•• that AT&T's sUCI.st.d approach to the

double count does not .dAIr.ss the specific factors that

aff.ct the .xt.nt of double count, 1. •• :

Diff.r.nc.s in plana b.ar••n the LECs .nd non-LEC.

Diff.r.nc•• beare.n the LEe. and non-LEC. which vill give

rise to diff.r.nt SPAS 106 costs (•. g., cM.ogr.phic

diff.r.nc.s) .

Proportion of incr....cI ••r.pt. labor cost. clue to SFAS

106, that in fact is r.fl.ct.cI in GNP-PI.

Aa not.cI, it is pr.cis.ly th.s. critic.l f.ctor. detail.d

above that ar. adAir••••d ec.pl.t.ly and cOllpr.h.nsiv.ly in

the GocIvins Report.

-If eM C~••iOD doe. decide to .fford th••• LIC••xoS.nou.
true-Dt for SlAS 106 co.ts, thi. double counting ...t b.
.U.iutecl. 'rhia can b. acc.,Ush.cI .ith.r throuah the
r-.al of _clical car. inflation fr. the GNP-PI or throush
the r..,.,al of _clical car. inflation froa the SPAS 106
accrual•. -

Vbil. this -.olution- diff.rs sli&htly froa AT&T' ••ug••t.d

-.olution- (pases 13-14 of its filing) in that MCI focu.es

on the ..clical ear. inflation cOllpoDant of GNP-PI,

conceptually it is v.ry aiatlar, and suffers fro. the .aIIe
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fundalHntal flaws as the AT&T sugestion. As with AT&T I the

MCI suge.tion sillply doesn't addre.. the source of any

potential double count. The double count doe. not ariae

fro. the discount of future inflation, but mu.x fro. the

differential illpact of SFAS 106 on the LECs relative to

others I and the extent to which the price cap index will

allo" the LlC. to recover .0.. of thoae additional costs I as

the aacroeconoaic effects of the introduction of SFAS 106

are reflected in the econoay .. a whole. As with the AT&T

.olution, the MCI solution producea the .... exolenoUli

acljuae.ent, whether in reality there is no double countinl

(no non-LEe fim incurs SFAS 106 coat.), or coaplete double

countina (all firaa, includinl LECa, experience identical

incr..... in co.t. due to SlAB 106, and the GNP-PI fully

ren.cts tho.. incre..ed coats). This is clearly an

illolical r ••ult.
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SICTIOR II

"'POIII TO olJletIOII IIGt'PIIQ A9TPt'J t l ."11818

A. XlthqclololX

There were three obj.ctiou ra18ed with r ..pect to the ba.ic IIethodology .~loy.d

in the actuarial analysi. undertaken by Godwina.

UtI. e.t;tptigp ­
(pp. 11 -12)

....... -

• the study 18 flaveel becauae the lovert1Mnt sector is
not includeel. Althouab SrAS 106 doe. not affect the
accO\llltina practice. of the love~nt. Irovth in retir...nt
health care co.t. for the lo~~nt sector of the ec~
will affect the arovth in GNP-PI becauae GNP-PI include.
love~nt SrAS 106-11b OPO ex,eue... If OPO-relateel
.xpeue. of the love~nt vere includeel in the analy••••
the GNP-PI woulel b. hilber, and thi. would have the eff.ct
of r.clucina the .-aunt of the LIe' • SFAS 106 .xpena.
pot.ntially .lilibl. for .xolenoua r.cov.ry.·

AT&T'. coutention that the .xcluaion of the lov.m.ent

.ector frc. the analy.18 r ••ulta in an ov.r.eat...nt of the

.-aunt of the LIC.' SPAS 106 .xpeue .Ulibl. for .xol.noua

treae.ent i. ca.pl.t.ly invaliel, becaua. it i. ba••el on a

ai••tat...nt of fact. The .tate.nt that ·th. GNP-PI

include. love~nt SPAS 106-1ib OPO expenae· is "ely

nAPI. Govern-ent .ntiti•• ar. not .ubj.ct to srAS 106. nor

are they r.quir.el by the Go~n.ent Accounting Standards

Boarel (GASI) to account for r.tiree ..elical b••fiea on

aaythina other than a ·pay-,,-you-Io· b..is. It II\ISt b•

..,baaiz.el that the critical i ••ue i. ~ what .ff.ct will

the incr.... in the ·pay-,,-you-IO· co.t. of r.tir•• _ellcal

plans have on GNP-PI. (The GNP-PI will incr.... due to

incr..... in ·pay-,,-you-IO· co.t., r.lardle•• of wh.th.r

SPAS 106 .ver b.ca-. .ff.ctiv•. ) Rather, the critical

que.tion is what .ffect will there b. on GNP-PI, due to the

requir••nt that private .e,tor ••lgy.r. Me" ,ht yay in

yhlM theY K'mmt fgr r.tir.e .41,a1 p1AM. As AT&T

-8-
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leI CCIlC_CIOD ­
(P••• 26)

"spopa. -

it.elf concedes, govern.ent sector employers are not

r.quired to ch.ng. th.ir accounting for r.tir.. ..dical

plana, and th.r.for. the fact th.t many gov.rnm.ntal

.ntiti•• sponsor such plans is not r.levant to the analysis.

Aa a r.sult, the Godwins a.port consid.red the gov.rnment

s.ctor (s•• page 21 of the study), and corr.ctly .xcluded it

fro. the cov.r.d population for the calculation of the

incr•••• in labor cost••xp.ri.nc.d by firms subj.ct to SFAS

106.

"ne USTA study us.s data fro. only OM insur.nc. cOllp.ny to
arrive .t the co.t of _dic.l cl.iu for the c.lcul.tion of
the nationwide Benefit Level Indic.tor."

The inf.rr.d int.nt of the NeI c~nt is to .ugg••t that

Godvins us.d "dat. frOll only one inauranc. cOllpany" to COM

~ with p.r capita cl.iII co.t•• which w.r. than used to

derive a&&r.sat. SFAS 106 costs for the U.S. as • whol•.

ICCI has cl.arly f.iled to appreci.t. the v.lidity of the

data, aD4 the lill1t.d use to which the inauranc. comp.ny

claiu data w.. put. In particul.r,

(1) The inauraac. c~y used is, by any ....ur., one of

the five l.rg.st Uf. and H••lth inauranc. c.rri.rs in

the United Stat••.

(2) The data coll.ct.d w.. for GP" .dlcal cl.iM, not

aIIOunts r.iJlburs.d by cOllp&ny plans.

(3) n. data vas suffici.ntly .xt.nsive to .nsur. that no

statistic.l fluctuationa (i. •. , sallpling .rrors) would

..teri.lly .ffect the r.sult•.
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.u Ipc; C9R1;lpCl. ­
(ITt)
(Pa•• 21)

....... -

(4) Th. data wa. Wled to fom a frequency and 8IIOunt

di.tribution, again.t which actual plan proyi.ipDI of

the LEe. and the coapanie. in the Goclwins databa•• were

appU.d, to evaluat. the r.laUD beMfit hDh of the

TELCO plant coapared to tho.e provided by other

eaploy.r•.

(5) Chan••• in the UDderlyin. distributiona deriv.d fro.

the inluranc. cc.pany data would D2t have had any

.ianificant .ff.ct. on the ultimAte r ••ult. Thi. i.

b.caut. the key r ••ult. of the Godvina .tudy w.re

r.lat.d to the~ of the GNP-ILl to TELCO-ILI, and

~ to the ab.olute value of either.

-"lnally, the Goclwinl lleport ipor.. th. u.u.l unc.rtainty
that 1.....ocJ.ated tlJ.th .urv.y r ••ult.....ured by calculated
.t.adud .rror.. 1tJJ". discut••d. Goclwlna utillz.d data
fro. a aurvey of 830 .-ployer. Who .ponaor po.t-r.tir..-ut
pl.. aD4 170 ellploy.r. who do not. It is a ".11 acc.pt.d
fact that data frOla .~y. ar. "abj.ct to \UlC.rtainty Which
is utually ...ur.d by the .tandard .rror.· Howev.r, th•••
• caDdard .rror. are never tabn into account in the
calculatlon of the leMflt Level Incl1cator. (ILIa). Thut
the data .bown in the table on p... 28 of the Goclwina Report
...... that the .taDdard deviation is z.ro. This 18
ob'ri.outly incorr.ct. Furth.rIIOr. , th.r. 11 no inforllltion
.. to the varianc. or the .taDdard deviation of the .aaple
data .0 that the ••naitivity of the r.nlt. can b. analyz.d.
CoIIItlMd .ith the fatal .rror. dbcut••d abov., thb .ho••
a r.port whicb ... de.laned to ca. to a particular
CODClution favorable to th. LIe' •. -

'I'M - .tan4ard .rror- for the calculation of the av.ral'

....fit Le~l Indicator.... not .bownl b.caut. in th18

c.... the .ff.ct of the -.tandard error- wa. dee..d to be

1 Ad Hoc r. a_..21 of ..00dwiaI.... W. _ dill liliy IN to .... tIble
.,.. aa 16 of .. I'IpGIt ....... it 8D ......., ... lppIIIiq aa 21 of tile
00dwiaI ....
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i...terlal. 'Th. reason it is i_terial is that the Godw1ns

data is not a "surv.y" 1n the traditional S.M' of the word

(i .•. , a ...11 .-.pl. fro. a larg. universe); rather, it is

a data base comprising c08pani.s that employ approXi.,tely

gM-half gf all e"Plgy••• whg work fgr cg"Panit. that

prqyi41 po.t-r'tir•.,nt .,dic,l b'nefit•.

Howev.r, in the inter.st of ca.pl.t.ne•• , w. have included

in Appendix A the calculation of the varianc. and .tandard

deviation, which ar. inh.r.nt in the calculation of the

averal' BLI. ua.d in the a..port. As can be •••n fro. the

.xhibits, the standard deviation for the av.rag. pr.-65 BLI

11 .015, whil. the standard deviation for the post-65 BLI is

a _r. .008. Hacl the av.rag. .BLIs be.n one standard

deviation hi&h.r than the values actually ua.d for~ the

pr.-6S and the po.t-6S BLI, the r.latlv. t.pact of SPAS 106

on GRP ca.par.d to TELCO would have incr....d fr_ 28. 3t to

29.1t. Given that the s.naitiv1ty analysis of the overall

r.8Ult utiliz.d a rAIII' for th1svalue of 17.8t to 44.5t, it

11 quite clear that the .ff.ct of the "standard error"

r.f.rr.d to by ITt 1. t..&t.rlal.
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I. UNriAl M'PPCiQPI

There va. one objection rai.ed reaardina the reaaonablene•• of the a••u.ptiou.

utilized in dete~inina the ratio of GNP-ILI to TELCO-ILI.

MGt CqpCWipp ­
(Pa.e 28)

FN 35

....... -

-Within the UITA .tudy, 1n it. £1...d att-.pt to e.tiaate
relati9a beaefit ratio le9al., the coaaultant utilize.
tu.rlMmtr rate. that are ..rkedly lower than the avera.e
tu.rlMmtr rate. Tbb re.ult. in inflated e.tiaate. of the
ona liability. Like _.t of the aaau.ptiona uaeeS by USTA,
tbe arCNDda for ebb are uuupport.eS. USTA r_rka that 1t
cbo.. thi. e.tt.&te becaua. of tbe hi.torical patt.ru. of
loapr ••nic. Uf. aDd hiper .wera.. a.. for TELCO
..,loy.e. verau otiMr ..,loya... UDfortuaately, the .tudy
doe. not iDd1cat. what tWe fr_ ".. uaed for ebb
ca.parbon, or vbether the .xperienc. of the laat f." y.ar.,
"ith the lar•• UIOUIlt of clownaizina .xhibited by the TELCO
fir-a, haa be.n included.-

'1'ber. appear to be two contentione II&da in Kel'. c~nt.

rir.t, that the Godwina .cady eSieS not uae tiM -av.ra••

1:UrDOftr rate- for TILCO aDd .eccmd, that .ven if the

av.rqa rate, b...eS on -hi.torical patteru. of lema.r

.enice life aDd hiper ~ral....- ver. ua.d, such

turnover rate. would .till be too low becauae of - the lar••

UIOUIlt of clownalzina exhibited by the TELCO fira.-

With r.epect to tbe fir.t contention, the turnover rate.

uaecl for TILCO (T-2) AU. tbe aver..e of the rate. ua.d by

eM LIC. in eMir _.t recent actuarial a~le. (Ienerally

1990 or 1991). With r ••pect to the a.cond cont.ntion,

....i&lna throup Barly btir_nt pro.r... should not have

AlII !apact on aa'UMd turnover rate. b.caua. such turnoV.r

rat•• are only utilizeeS for projectina future pr•• r.tir'Mpt

withcirawala. Thl. ahould be obvloua aince an in41vlc1u&1 18

no loftier aubject to the turnov.r rate. one. that individual

beco.e••lilible for r.tir...nt.

IUrther, Mel .e.. to have ai.interpreted the atat...nt ..de

·12-__________________~ns----



in the Godwina aeport (page 48-FN 3) that,

-Supporting evidence for low incidence of turnover at

TKLCO relative to national averale can be .een by the

hisher averase age and put .ervice of TELCO ellployee.

relative to average age and .ervice of national working

population.-

The point here 1. not that there have been -h18torical

patterna of lOftIer service life and hilher averale ale for

TILCO -.ployee., - but rather that the curxvu; ale/.ervice

character18tic. of TKLCO (age - 41. 6 / .ervice - 16.6, u of

1/1/91) provide evidence of low turnover rate. (l.e. 1ml

turppytr rate. in the put pr9""C.4 the current cJe.olraphic

....up of the group). bcent dowNIizilll coulcl not hav.

contributecl to producina the.e ale/.ervice characteri.tic.

McaWie recent .taff reductions .-ms the LIC. vere ~

accOllPli.hecl throup layoff...... the YOUDler .hort-.ervice

..,loyee. prior to 1991.

Vbile the above cODeept 18 ".11 kDown UODI profe••ional

actuarie., ve have perfor.ecl .c.e acklitional aaaly.18 and

provided a ~re detailecl explanation below, which should

aake our point sa.evbat clearer.

!be &'ftrale qe and .ervice of aD ..,loyee aroup 18 not a

.taple fuDcticm of withdrawal rate., but Maher withdrawal

will lenerally puah down averase•. 2

2 n. lilt of. pa, 'd' wiII_ • if.....aitJ ........... is oIwiaaI.
It c:.. _ be .a.iIIr __ •• 011" .,', • hd..•• All I.,ID,_ poap
....".......... " d oar -"'tr ....
,01"'#'" P,' '1 ...,..01 .....-: ...
........oI lla ' II'..a 2 oonll'_ "" 1daa
...... =1=1 dLW AIr T1!LCO .,., ... iIIfIIIIoJ- ..,., ~ in
powdl of ft.-~ bide .... e&ct of witbdI.......
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Calculations were perfo~d to te.t the hypothesis that the

-T, / T2- choice of withdrawal table. was consistent with the

ob.erved differentials between average age and average

service of TELCO cOllpared to the nation as a whole. Yith

hire age and retire..nt age a. parameters for calculating

the average age and average service of stationary

populations re.ulting fro. T1 , T" and TIO ba.ed upon all

retire..nt. at a glven retlre..nt age and all hlre. at a

glven hire age, the table in Appendix B clearly indlcate.

dlfference. that are not only consi.tent wlth the re.ult•

• hown in the Godwlns R.eport, but in fact suae.t that the

dlfference. ln turnover rate. between TELCO and the re.t of

the U.S. worklng populatlon ..y be even greater than T-2

ver.us T-6.

For exa.ple, lf one were to look at a cOllp&ny that hlre. new

.-ployee. at an average age of 27, that experience. turnover

rate. equal to T-2, aDd retlr...nta at age 62 (a .ituatlon

DOt unlike TILCO), one would flDel that after thb cOllpany

uture. lt can expect to have an ellployee populatlon wlth an

average age of 41.54, aDd an average put service of 14.54

year.. If, instead, turnover rate. equal to T-6 were

applied, the avera.e a.e aDd .ervice of the populatlon would

be 38.80 aDd 11.80, re.pectively. Thi. theoretical

dlfference, beew.en pOPUlatlons .ubject to T-6 and T-2, i.

actually le.. than the ob.erv.d dlfference. in age/.ervice

cbaracterlatlc. between TILCO aDd the non-TILCO firu (see

pap 47 of the Godwins R.eport). Vblle TELCO and the re.t of

the GIl have dlfferent retlr...nt patterna, it can be .een

froa the table that dlfference. in average retlre..nt age.

have only a .1nor t.pact on the bulc re.ult.

Flnally, lt .hould be DOted that the .ensltlvity analy.i.

perfo~d by Godwlna 1. .are than sufflcient to allow for

any potentlal und.er.tat...nt of TELCO'. turnover rate.. On

-14-
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P.... 34 and 35 of the Godwina R.port, it is shown that even

if the .... turnover rate. w.re u••d for both TELCO and the

r ••t of the working population, the relative iJIPact of SFAS

106 on GNP, cOllpared to TELCO, would only increa.. froll

28.3' to 34.6'. Aa noted on page 40 of the Godwina R.port,

ov.rall r ••ult. are shown uaing value. for this relative

t.pact, ranging fro. l7.8t to 44.5t.

-15-
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C. Accuracy and Reliability of Results

There were two objections raised with respect to the overall accuracy and

reliability of the Godwins findings that labor costs of non-LEC firms sponsoring

retiree medical plans will increase 3.19' as a result of SFAS 106.

AT&T Contention ­
(pp. 9 - 10)

Response -

"The results of the Godwins Study depend on the calculation
that the adoption of SFAS 106 will increase labor costs by
3' for firma incurring OPEB expenses. The 3' estimate is
derived using numerous factors, each subject to error as
noted in Godwins' section on sensitivity of results (pp. 34­
43).. The cumulative impact of reasonable variations in each
factor renders the 3' estimate suspect."

It is precisely the sensitivity analysis referred to by AT&T

that gives us great confidence in the robustness of the

bottom line result. In the extremely unlikely event that

the actual increase in labor costs is as high as 5'

(extremely unlikely, because such a result would require

that virtually ill of the factors for which uncertainty

existsJ have been maximally understated)· then the total

amount of unrecovered SFAS 106 costs is reduced by a mere

12' (from 84.8' to 74.7' as shown on page 41 of the Godwins

study) . Thus, there can be little doubt as to the solidity

oft:he results, and the Co....ission can be quite confident

that any uncertainty in the basic results of the actuarial

analysis will not have a significant effect on the final

result.

3 See pp. 34-37 of the GodwiDa lltUdy.

4 In r.ct. peat care wu takea to be couervative in _matins tboee r.:ton to easure th8t the iDqw:t
of SPAS 106 011 GNP-PI wu, if _)'thiDa. oventated. See, for example. the followiDa in the
Godwina Report:

• Calcu1alioo of prefuodiDl adjllllbn«!nt (pqe 19)
• Buic BU metbodoloaY (pqe 34)
• Average retiremeat ... for DOIl-LECa (pqe 35)
• Diacussioo of labor COlt perc:eotaae adjllllbn«!nt (pqes 36-37)

-16-
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leI Coptntigp ­
(Pal. 25)

"'19M. -

"In no plac. within the .tudy is th.r. an att.llpt to v.rify
the co.t. of SFAS 106 to non-LEC fi~."

"The 3.19' incr.... in l.bor co.ts to non-LEC firma
providinl OPEl do•• not .quar. with oth.r ••tt.&t.. of the
SFAS 106 co.t. . . . . . This aaount is only 40' of the
••tiaat•• by W.r.hawsky (in Ppscr.tir.ptnt H••lth BtDlfit
PI.. ; CO.t. tp4 Liabiliti•• for Privat. r-lonr., No. 76
Fb.-nc. and Econoaic. DiscUl.ion ••ri•• , Division of
a....rch and St&tittic. , Divition of Kon.t.ry Affair.,
F.der.l a•••rv. Bo.rd, Wathington, D.C., June 1989)."

MCI'. cont.ntion is • Iro•• ai.r.pr•••nt.tion of the f.ct•.

It i. true that in the r.f.r.nc.d articl. W.rshawsky do••

••tillat. that, b...d on 1988 dat., the .ur.l.t. incr•••• in

r.tir....dic.l .xp.ns. due to the introduction of SFAS 106

would b. much high.r than the 3.19' ••t1llat.d by Godwins.

Howev.r, de.pit. the fact that W.r.haw.ky it • well trained

.conoa1.t and cl••rly undertook hi. r ••••rch in •

r ••ponsibl. IIAIlDer, MCI has utiliz.d the r.sults of that

r ••••rch irr••ponsibly. Specific.lly, the following .ust b.

not.d:

(1) W.rshawsky hilla.lf now r.col1'liz•• that hit orilinal

••tillat. w.. unr••listic.lly high, and h. has

sil1'lificaDtly r.duc.d thi•••t1llat. in hi. ao.t r.c.nt

analy.is.·

(2) Even War.haw.ky's r.vi••d ••tf.-at. is .ip1ficantly

hipr than other &gr.pt. ..tf.-at.. produc.d by the

GNJ' and IIRI' for the ._ tiae p.riod. De.pit. this,

6 a-u AA:ca ,.. 0fIice, H_ DMIiaD, -BIIIIpIo,_ 1••fiII: ~'!Wine
Heddl Li1hi1i1i111Aqe, AdvIDae p CoIdy,- J_ 1_, GAOIHRD-I9-51.

7 Bmp&oy.e a-fit, " reb laid -r-..T..... ill....Heddl~a-fitI-. u..
lrief No. 84. Nov... 1981.
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KCI ••l.ct.d ".rshaw.ky' s ••rU.r estill&t••nd cho.e to

ipr. both ".r.haw.ky's r.vision and oth.r low.r

••t1llate.. The.e other ••t1llat•••r. quit. consist.nt

with the Godwins ••ti..t., .nd .r. fully .ncOllp••••d by

the sensitivity analy.is included in the Godwins

a.port.

(3) ".r.ha".ky'. revised e.tiaate 18 it••lf too hi&h

bec.use h18 •••uaptions rel.rding plan prov18ions,

actuari.l ...uaptions. and deIIolr.phic. were wronl.

The.e erroneous •••uaptions .r. de.crib.d in Ire.t.r

det.n below.

(4) Estiaate. proctuced by ".r.h...ky... w.ll •• the GAO

and URI. .re .11 b••ed on 1988 plan prov18ions. Th.

Godwins e.tiaate i. more .ccurate bec.use it i. b...d

on 1990 plan prov18ions, which .r. aor. up- to-date.

Each of the.e point. i. discus.ed in Ire.ter detail below.

In the ..teri.l referred to by KCl. "ar.ba".ky e.tiaated that .lIrel.te

SFAS 106 co.t. in 1988 doll.r. would have been $67.9 billion. while .p.y­

•• -you-Io· co.t. vere $14.5 billion. Th18 net incre..e in co.t. of $53.4

billion transl.te. to approxiaately 6.82' of 1988 tot.l co~.ns.tio~ for

covered e~loyee.. and directly corr••ponds to the Godwins ••tiaate of

3.19'.

I 1_ Talli CollI 1'-. far U.S. WOIbn WII $2921.3 ..... .,.. ill .... NoYeaIbet. 1991
Swwy of eun.t. . as BMId ca eM GAO .....,.. 26.'. of III WOIbn ..covenId by ,...
.... to SPAS 106 (_ .... 21 of .... 00dwiaI ....). n..... .cconIiDI to W..-sbewIky.
eddiliaMl SPAS 106 COIIP .. 53.4 + (2921.3 X .268) - 6.12. of~.
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Warshawsley now realiz•• that his earli.r ••ti..t. w.. based on an erron.ou.

de80sraphic ..keup of the total cov.r.d population (for .xampl., the ratio

of active .aploye•• to r.tir••s us.d w.. 3.8 to 1, which is far lower than

for the typic.l coapany'). In his r.c.nt book (The UDC.rt.in Proais. of

R.tir.. Health JaMl!t.. the All Pr... 1992), W.r.h.wsley r.vis.. his

••ti..t. of aar.s.t. 1988 SFAS 106 accrued 1i.bility and .xp.ns. downw.rd

by 25. and 12', r ••p.ctiv.1y. In this new study, the .ar'S.t•••tillat. of

SFAS 106 .xp.ns. b.ca.e. $58.9 billion, whi1. ·p.y·••·you·So· co.t. are

r.duc.d to $11.3 billion. Thus the net incr.... due to SFAS 106 of $47.6

billion now transl.t•• to an incr.... of 6.08' of coap.ns.tion. U shown

in it.. (3) b.low, .ven this ••tillat. i. unr••li.tic.l1y high, due to the

incorr.ct •••u.ptions that W.r.haw.ky r.li.. on.

(2) ~ars1ulvslcy'. revised estiJlate is sipificlID.tly hiper thIID. other estiJlates

of ...re••te SFAS 106 costs.

loth the GAO aDd Dl.1 procluc.d ••tiaates of SPAS 106 liabiliti•• , b...d on

1988 clata, that CaD be dir.ctly cOSlPar.d to that procluc.d by W.r.hawsky.

Warshaw.ky'. rtyi••4 .stiaat. of $332.1 billion i., in f.ct, 50. high.r

than the GAO ••tiaat. of $221.0 billion, aDd 34. high.r than Dill' •

••tlJlat. of $247.0 billion. Whil. neither the GAO nor Ell.1 explicitly

calcul.t.d the incr.... in .gr.pt. umual .xp.ns r.sult of SFAS

106, th.ir liability ••tiaat•• transl.t. to incr of 4.05'- and 4.52tU

of cc.p.na.tion, r ••p.ctiv.ly. Both of th••• v.lue. .r. w.ll within the

rana. of value. us.d in the ••naitivity analysis p.rforaed by Gociwins.

P.S. 41 of the Godwina "port illustr.t.. r ••ult. ..s,--ing the .ar.sate

incr.... in co.ta due to SFAS 106 rana. frOli 2. to 5. of total cc.p.naation

of cover.d .-ploy.... Even at the v.ry high value of 5. (hiah b.caus. this

9 s. .... 47 of .... GoclwiBI~

10 221 + 332.1 x 6.01" - 4.05

11 247 + 332.1 x 6.01" - 4.52
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value, in addition to b.ing mat.rially hilh.r than both ,the GAO and EBRI

••tiaat•• , would al.o require that virtually all the factor. outlined on

pag•• 34-37 of the Godwins R.port to have b••n maximally undere.timated).

the perc.ntag. of TELCO'. SlAS 106 co.ts that are not recovered. through

the GNP-PI increa.e and wage rate r.duction. i. only reduced fro. 84.8' to

74.7'.

(3) ~ar.lwtt.lcy'. revJ..ed ••t.1Jlat. is too hJ.&h due to incorrect ".LUlptJ.oJU.

In car.fully r.viewing the ..thodolo&y ..,loy.d by War.haw.ky. it beco...

quit. cl.ar why h. arriv.. at a..r.gate co.t ••tt.&t.. that are .0 much

hilh.r than the GAO and the DIU ••tiaat.. • a. w.ll a. the Godwins

••tiaat.. SiJlply put, the _thodolo&y ..,loy.d by War.haw.ky utiliz••

".Ullptions regarding plan provisions. the deaographic profile of the

cover.d population. and actuarial ".Ullptions to b. us.d by ca.panie. to

calculat. SFAS 106 .xp.ns•• that ar. deaonstrably wrona. Sp.cifically. in

••tiaatina the SlAS 106 accrued liability. War.ha".ky:

Aa.u.e. a -r...cmably I.nerous h.alth plan with low decluctibl•• and

co-pa,.ent.- for all COllpani•• (Pg. 92). A aultitude of .urvey. (••••

for exupl•• halch Car. for "tir.d felU". by Betty Kalroy Stagg.

The Conf.r.nc. Board 1lI••arch Bull.tin No. 202. 1987) dellOnstrate that

this is .iJlply not the c.... Many ca.pani•• in fact provide quite a

bit le•• than -r...onably g.nerous- b.nefit•. o In fact. using data

not available to War.haw.ky. the Godwins BU ..thodology wa. dev.loped

to .pecifically i.olat. the variation of -g.nero.ity- IIIOng cOllpanie.'

r.tir•• _dical plana.

12 Sea..7 01..c.fII-....repad'"*'".......9-11 ofdie Hnig A..... 1990
Spnn gf••- Mr'iS" , __
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Aa.UII8. lifett- covera.e for both the retiree and h18 .pOU8e, for &11
cc.panie.. Th18 18 clearly unreal18tic, and contradicted by the

Conference Board ..terial referenced above. D

Aa.UII8' all active e..loyee. becOM eli.ible for full benefit. at age

55. Thh alao h contradicted by the .tudie. referred to above. It

Aa.UII8. .ortality at 83 ~ rate. while -.ay cOllpanie. continue to

...U118 hilher .ortality rate•.

Utilize. a It .pread between the di.count rate and ..dical trend rate

sgwbiptd with a 4t per year a.ing factor.

Aa.UII8. a retir_nt eae of 62.5, in contrut with the evidence of

avera.e retire..nt a.e. between 63.5 and 64, a••hown on pale 35 of

the Godvina "'port.

Strong evidence that Var.bawky'. actuarial ...~tiona .. to trend and

JIOrtality re.ult in unreali.tically hiah SPAS 106 co.t. can be .een fro.

the fact that the LIC. U8ed.uch lqnr co.t ...~tions to calculate~

SPAS 106 co.t.. In fact, only 2 out of the 11 LlC. on whoa data w..

collected U8ed the 83 GAK table for their SPAS 106 calculationa, and the

avera.e spread between the di.count rate and the ultt.&te trend rate for

the LlC.' SFAS 106 calculations h 2.S7t. Thi. h particularly co..ell1ng.

given the fact that the re.ponclent. to the LEC.' fllinp with the

C~18.ion have b1.Clicated that they believe that the a••uaptiona U8ed by

the LIC. gyer'tatl their SPAS 106 accrual•.

13 S. .... ,-I of ... ee.r.1.'" laid -.xL

14 See~ 9 of die IfAoitt AlIa ci 121 I I!Udy ciaId ia~ 12 ca die JIIWYic-~

IS n. 1983 GAM -.tIIity tIbII ia die ......... (ao- __) curr.Idy .. tor pIIIIim
YlIluMicaI ill die Uaittd SIMIL WIaiIe it..puN;. dby SociICy ofAdutrieI ill October, 1983,
it Itill _ DOt '- -.ivenII1y IdcII*d by -.oiled IdaIriII for tbIir~ valuMioaa.
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In addition to the proble.. cited above, Var.ha••ky also. ' ••UIIe. that the

de80graphic profUe of the entire covered population ia • -rea.onably

mature and .table &roup· which ia -typical of lUIly large cOllpanie•. • lihUe

Var.ha••ky doe. not di.clo.e the .pecific age and .ervice characteri.tic.

of thl8 group. ba.ed on hl8 state..nt8 .e auat a..... that it 18 older and

h.. longer service than the average covered group. (Note that the GAO

surve,-. report. that a very significant m..ber of retiree ..dical progr...

are .ponsored by ca.panie••ith le.a than 500 e~loyeea.) By utilizing a

de80graphic profUe of auch age/.ervice characterl8tic., Var.h&vaky 18

undoubtedly over.tating a&lregate co.t••till furthar.

(4) All thr•• ••tJJut•• (fIar.1Mtt.Icy, GNJ IIlld URI) are b...d on out-ai-date

data.

After rej ecting Var.h&v.ky'. e.tt.ate due to the .erious probl... noted

above, thare .till r_ins the quaation of why the GAO and BBl.I e.tlJute.

are both .lightly higher than tha CodIrins e.tillate of aggregate SPAS 106

co.ts. 'l1le .t.,le explanation for thi. is that retiree ..dical plau have

chanaed .ubatantially, between the t1ae tha data ... gathered for the three

e.tlJute. noted above (1988), aDd tha t1ae period for which plan provl8ion

data ... collected for the CodIrins .tudy (1990). In fact, according to the

_itt ",.gslate. 1990 luau of latir" Ilaclisa1 BeNfit., 70' of all

surveyed companies chanaed their retiree ..dical plana in 1988 or 1989.

'nlus, tha Godvlns e.tlJute auat be regarded a. aore accurate because it

use. aore recent information.

16 a II Mil omo.. 'Fmr'a,- ••,fi....... ofC~·...Hell... CcMnp,.
OAOIJIItD.9O.92. 1990.
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SICTIO' III

"POll' 'fP ANInI. upt'PIIQ "P9'GQ1Q11C 6UI,HIS

A. l.tho4p1oay ap4 CIap!e. of "1

MCI and AT&T raia. thr•• que.tiona about the choic. of a ..cro.conoaic IIOdel and.

It. U8. ln ••t1llatlng the bpact of SFAS 106 on GNP-PI.

JEI Cqptaptigp ­
(Pag. 31)

It.JI9P" -

JeI CcmIiMt f • ­
(Pag. 32)

-Such a aodel, ln it. f1nal fora. 1. noth1ng IIOr. than a
.-.bat aclvanc.d .pr.a4th••t 1IOde1. Thia CllmOt be
vi...d u an obj.ctiv. for.cuting tool. but rath.r a. a
..ana to 1.glt1alz. ov.rly .bpli.t1c calculationa.-

By call1na the GocIvina IaOdel a -.~vhat advanc.d

.pr.a4th••t IaOdel-. MCI _ana that the la04tl ia U8.d to

perfora -what If- .x.rcl.... But a -what if- .x.rcl.. ia

.xactly what ia r.quir.d to .twly the bpact on GNP-PI of

the introcluct10n of srAS 106. To calculat. the

41ff.r.ntial bpact of srAS 106. WI n••d to uk =*'
happtna to the value of GNP-PI .u srAS 106 i. introduc.d.­

Apy "CUlMIs "1. .van a larg.-.cal. c~rclal

.coft9llltric for.cutina IaOdel. would bav. to b. put through

a -what if- .x.rcia. to det.caina the !apact of SFAS 106.

Th. criticia. of the Goc:lvlna laOul for b.ing U8.d to

p.rfora -what if- .x.rci••• i, unwarrant.d.

-VITA cont.ncla that the __1. whil. not b.ina U8.ful for
forteutina ucroecono.ic activity. can .~howb. U8.d for
forteutina the diff.r.nc.. in aacrOlcollOll1c activity
"'ndiDl on a .hift in an 'XOg.noU8 variable (th•
.u.tipllcativa t.ra U8.d to adjut labor co.t. for the
SI'AI-106 lJIpact•. )· [footnote not r.ptat.d h.r.] Thia
di.tinction ia artificial--if a ao4el cannot b. r.ll.d upon
to for.cut the int.ractiona within the .co~. how can it
be utillz.d to pr.dlct th. dlff.r.nc.. due to so..
alt.ration to ona value with1n th. IaOdel?-
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